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INTEREST AND PROFITS IN RATE REGULATION 

PRACTICE OF THE WISCONSIN RAILROAD COMMISSION 

WHEN the railroad commission of the state of Wisconsin, 
organized in accordance with the Railroad Commission 
Acts of 1905 and 1907, started upon its work of regulat- 
ing the rates and services of all public utilities operating within 
the state, it was confronted by the problem of formulating a theory 
by which it should be guided and upon which its subsequent 
decisions should be grounded. This part of its task was con- 
siderably lessened by reason of the fact that the core of that 
theory — the question of valuation — was not the mooted question 
in Wisconsin that it was (and still is) in many other states. 
Accepting an advanced view of the physical-valuation doc- 
trine, the commission proceeded to work out the details in a 
manner which should be at once consistent, in accord with the 
spirit of the law, and fair to all parties concerned. It is with a 
statement of that theory as relating to profits and interest that 
this paper is concerned. 

It may be well at the outset to review briefly the attitude of 
the Wisconsin commission on the question of the valuation of 
public utilities. After stating the current legal fiction of intro- 
ducing all elements, it proceeds to eliminate the most of them. 1 
If one endeavors to ascertain the book value of the plant, even 
with the intention of correction, it is discovered that " the orig- 
inal records are often missing," 2 or that this value is so " de- 
pendent upon the original cost, and even on the cost of repro- 
duction and other elements, that it is difficult to draw any 
distinct lines between them." s The market price of stocks and 

1 Hill v. Antigo Water Company, Wise. R. R. C. D., hi, 623, 631 et seq. Cf. 
also State Journal Printing Company v. Madison Gas and Electric Company, ibid. 
iv, 501, 590. All references given are to the Opinions and Decisions of the Wis- 
consin Railroad Commission, unless otherwise stated. 

•Hill v. Antigo Water Company, iii, 623, 635. 

* State Journal Printing Company v. Madison Gas etc. Company, iv, 501, 557, 558. 
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bonds for purposes of rate-making is likewise rejected. The 
earnings of a plant, the commission finds, and the rates the plant 
charges are dependent upon each other. In view of this fact, it 
holds that the former cannot be a safe and equitable basis for any 
valuation upon which rates must be based. 1 As regards the use 
of capitalization the commission says: "The capitalization 
should also be considered .... In many cases, however, it is 
found to cover such variety of elements, relevant and irrelevant, 
that it frequently is of comparatively little assistance in deter- 
mining the fair value of plants." * A knowledge of the original 
investment is of no greater value, since 

The original cost, even when shown in full detail, may not be the 
same as the value upon which the investors are entitled to reasonable 
returns. . . . The problem, therefore, is to find a valuation that is 
reasonable to both sides, and this value, when found, may not always 
be represented by the amount of money actually invested. The plant, 
for instance, may have been built when prices were abnormally high. 
Money may have been squandered through lack of ordinary foresight, 
the failure to secure competent engineering advice, excessive promo- 
tion fees and discounts, private understandings with the contractors in 
charge of the construction , and in many other ways. On the other 
hand, the plant may have been constructed when prices were exces- 
sively low, or it may have been taken over at an exceedingly low price 
due to failures, foreclosure sales or other reasons depending very largely 
upon the foresight and enterprise of the owners. In such cases it 
would seem to be no fairer to charge the consumers with excessive 
costs in the one case, than it would be to give them all the benefits of 
the low costs in the other. 1 ' 

In view of these facts, the commission settles upon the cost 
of reproduction new, less depreciation, and including a fair 
allowance for legitimate intangible values, as the most equitable 
standard for valuation when the matter of rates is at issue. 
Thus it says : 

It appears that, with certain qualifications, the cost of the plant, of the 

1 Hill v. Antigo Water Company, in, 623, 716-720. 

* State Journal Printing Company v. Madison Gas etc. Company, iv, 501, 558. 

* Hill v. Antigo Water Company, Hi, 623, 632, 633. 
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building up of the business and of the franchises (where actually paid 
for) , as represented not only by the original outlay but by the cost of 
reproduction, constitute the leading elements that should be considered 
in determining the value of a public utility for rate-making purposes. 1 
. . . Our conclusion is so near to the cost of reproduction new, that 
we have concluded to accept that valuation, not because it happens to 
be made on any particular basis, but because it is equivalent to a 
composite value arrived at after taking into account the various ele- 
ments suggested by the court. 8 . . . While the cost of reproduction 
new is thus ordinarily one of the important, if not the most important, 
elements that enter into that valuation upon which the earnings should 
be based, there may also be instances when the cost of reproduction 
new, less depreciation, . . . may bear a close relation to the valuation 
in question. 3 

Such, then, in brief, is the basis worked out by the commis- 
sion for valuation in questions relative to rate-making. From 
this starting point it proceeds to discriminate between interest 
and profits, on the ground that " interest arises from the use of 
capital, and profits have their source in business ability, skill 
and foresight in management, as well in the risks assumed by it 
or by the entrepreneur." 4 After pointing out that the classical 
economists made no distinction between the two, the commission 
notes that the growth of modern business has compelled a more 
detailed and accurate analysis. 

Before the advent of the modern corporation and the present facil- 
ities for credits, the capitalist and the employer were one and the same 
person. . . . The employer himself furnished all the capital, managed 
the business, and assumed all the risks. In other words, he performed 
all the functions for which interest and profits are received. . . . Today 
those who have capital, but do not prefer to risk it in their own .busi- 
ness, usually loan it to those who have business abilities and are engaged 
in industrial enterprises, and who are willing to pay the current rates 
of interest on such loans. . . . Those who furnish the capital receive in- 
terest thereon. Those who borrow it and use it in their business pay 

1 Hill v. Antigo Water Company, iii, 623, 630. 

2 Buell v. Chicago, Milwaukee and St. Paul Railroad, i, 324, 481. 
s Hill v. Antigo Water Company, iii, 623, 640. 

'■Ibid. pp. 751, 752. 
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this interest, and, as compensation for their services of management 
and the risks they assume, receive profits or the surplus above the ex- 
penses. . . . Such borrowing simply amounts to this, that the employers 
assume the control and risks of these loans until they are paid back. 
... In other words, the employers under modern conditions assume, 
on their own responsibilities, the difficult but important tasks of so di- 
recting the work of manufacturing, marketing and selling the products, 
that any given amount of efforts may be most effective in supplying 
human wants. 1 ... If the preceding analysis of interest and profits, or 
of the part which capital and the employer play in modern production 
or in the services rendered by public utilities, is even approximately cor- 
rect, then it also follows that interest proper should include only the 
amount that is paid for the use of the capital employed ; that profits 
consist of the wages of management, broadly interpreted, of compen- 
sation for the risks and responsibilities that must be borne by the em- 
ployers, and of such other compensation, if any, as may be demanded 
by the conditions ; that each of these elements, in the long run, must 
be high enough to attract capital and business ability into such utility 
enterprises ; and that it is the duty of the commission, in passing upon 
matters in which interest and profits are involved , to determine in each 
particular case how much is to be allowed for each of these elements.' 1 

The distinction thus made by the Wisconsin commission be- 
tween interest and profits was not, of course, new with it. Six- 
teen years earlier President Arthur Hadley had drawn the same 
distinction and had carried it to its theoretical conclusion. 

In any large investment there are two classes of interests , represented 
roughly by the stockholders and the bondholders of a railroad. The 
former class wants control; it is willing to take risks and pay for them 
for the sake of contingent profits. The latter class wants security and 
fixity of returns ; for the sake of this it is willing to delegate control 
and to abandon possible chances of large gain. . . . The justification 
of interest, as an institution, is ... to be sought ... in the fact that 
it furnishes a means of natural selection of employers, whereby the pro- 
ductive forces of the community are better utilized than by any other 
method hitherto devised. . . . Capital gives its possessor the right to 
direct the productive forces of society and take the speculative risks in so 
doing. . . . [Interest] is paid by one capitalist for the sake of controlling 

1 State Journal Printing Company v. Madison Gas etc. Company, iv, 501, 635-637. 
' Hill v. Antigo Water Company, iii, 623, 764. 
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another man's capital. It enables the enterprising men to get the 
direction of a larger amount of productive power than would otherwise 
be possible. If their methods are good, it contributes to the more 
speedy adoption of these methods; if they are bad, it contributes to 
the more speedy elimination from the ranks of the capitalists of the 
men who make such mistakes. The institution of interest is like that 
of joint-stock companies in giving men control of larger capital than 
they themselves own; while, unlike a joint-stock company, it auto- 
matically eliminates men from control who have made mistakes. 1 

As regards the question of interest, then, we find nothing es- 
sentially new in the fundamental position of the commission. 
The justification and the necessity of the payment of interest 
are clearly brought out, the distinction between gross and net 
interest is made, and the determination of the rate of interest 
under a regime of competition is discussed. All these matters 
are treated at some length in the cases of Hill v. Antigo 
Water Company, 2 in State Journal Printing Company v. Mad- 
ison Gas and Electric Company, 3 and in Payne v. Wisconsin 
Telephone Company.'' These cases should be consulted wher- 
ever a more detailed statement is desired. In brief, the com- 
mission takes the following position. " Interest is justifiable 
because of the importance of capital in production, and neces- 
sary because without it capital cannot be had for industrial and 
commercial purposes." 5 Gross interest includes payment for the 
use of capital plus reward for risk, care in placing and super- 
vising the loan, the degree of its convertibility, and other simi- 
lar factors, while net interest is the amount paid for the use of 
money as such. 6 The rate of interest under competition is fixed 
by " the demand for and the supply of capital." 7 

It is almost commonplace to state that capital is subject to the ac- 
cepted laws of competition , and that the gross rate of return which it 
can command depends upon competitive forces. The competition of 

1 Hadley, "Interest and Profits," Annals of the American Academy of Political 
and Social Science, vol. iv, pp. 337, 339, 342, 343. 
S III,623. 'IV, 501. 4 IV, I. 

• State Journal Printing Company v. Madison Gas etc. Company, iv, 501 , 634. 

• Hill v. Antigo Water Company, iii, 623, 753. ' Ibid. p. 752. 
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capital among different industries and localities in the same country, as 
well as the competition of capital among foreign countries, is well 
understood. These national and international competitive forces con- 
trol the rate of interest everywhere, including Wisconsin. What the 
particular rate of interest is or will be is purely a matter of experience. 
The money market reflects and determines it. There are great de- 
mands for investment funds in the Orient, Africa, South America, in 
the islands of the Pacific Ocean, in Alaska, in the West Indies, and 
other places, not to speak of demands at home. Wisconsin cannot 
segregate itself and stand in isolation as if exempt from these forces. 
. . . One of these forces which is active in Wisconsin, but not in many 
localities, is the Public Utilities Law. 1 

In turning to a consideration of the position of the commis- 
sion on the question of the rate of interest to be allowed in the 
case of regulated public utilities, we find a more fruitful field of 
study. The general principle laid down by the commission is 
this: that the rate allowed should be such as money would 
bring under competitive conditions, under similar circum- 
stances. 

It is quite generally held that a fair rate of interest is a rate which, 
other things being equal, corresponds to the current market rates on 
money. This is a position with which it is not easy to take issue, for 
it is quite clear that whatever rate money brings in the market is a safe 
index to what it is generally worth for investment purposes. It may 
also be said , and with a great deal of force , that a fair rate of interest 
for any particular road is the rate of income which its securities bring 
on their market value. The market rate includes the ordinary risks, as 
it is usually considerably higher than the rate which is obtained on 
government and other securities where substantially no risks at all are 
involved. 2 

In fixing upon a rate of interest to be allowed a particular 
road or plant, the commission maintains that there are five fac- 
tors to be borne in mind : (i) the kind of utility; (2) the age 
of the plant or business; (3) the effect of the public utilities 
law; (4) the risk involved; (5) the relation of the utility to 

1 Payne v. Wisconsin Telephone Company, iv, 1 , 63. 

'Buell v. Chicago, Milwaukee and St. Paul Railroad Company, i, 324, 477, 478. 
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the community it serves. Each of these factors is considered 
separately. 

As regards the kind of utility, more will be said later on ' ; 
but a brief statement of the position taken by the commission 
will not be out of place here. 

The rate of return which must or should be allowed on whatever in- 
vestment may be determined to exist obviously depends both upon the 
class of the utility enterprise — whether gas, electric, wafer, telephone 
etc . — and the character of the individual plant and the circumstances 
under which it is operated within that class. Whatever rate of return 
may be determined upon, this rate must be sufficient, under all the 
circumstances, in each case to attract capital to that individual or class 
of enterprise.'' 

A second factor recognized, and very properly, as influenc- 
ing the rate of interest which a company is compelled to pay 
on its capital, is the age of the plant or business. On this 
point the commission says: 

The risks are also greater when its plants are new than later on when 
their business becomes established. That this should be the case is 
perhaps natural. In the first place, there is always some doubt as to 
the success of new undertakings. Unforeseen obstacles may arise in 
the construction which tend to materially increase its cost. Mistakes 
of various kinds may also occur which may not only enhance the cost 
but result in a defective plant. There may also be doubts as to how 
long a plant of this kind will have to be carried before the earnings 
become large enough to meet the expenses. In fact, few water works 
pay during their earlier years, and this is also true of other utilities. 
Facts like these always tend to retard investments and, therefore, also 
have the effect of keeping interest rates at a higher level for new than 
for older plants. That interest rates are higher at first than later on is 
shown by the financial history of most successful public utilities and of 
other enterprises. In the cases of most railroads the bonds which 
were issued for the first part of the construction work often bear twice 
as high interest as bonds that were issued since the traffic had been 
developed. . . . While the costs of the capital in this case may appear 

1 Cf. infra, pp. 256 et seq. 

1 Payne v. Wisconsin Telephone Company, iv, 1, 63. 
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high, they are the best terms upon which it could be had. It is 
because of the fact that no better terms were available that a part of 
the discounts in this case were permitted to remain in the construction 
account or in the cost of the plant where they had been charged. 
When conditions are such that sufficient capital cannot be had without 
such discounts, it is difficult to escape the conclusion that, in some 
form, these discounts will have to be borne by the consumers. Unless 
it is so borne, investors and promoters . . . will not enter the business. 
If capital and business enterprise cannot be had on any better terms, 
then it necessarily follows that such discounts represent a part of the 
cost of securing these factors. It must be paid or the plant will not be 
built. There appears to be no escape from this. If it is a legitimate 
cost, it should also be treated as such. 1 

The question of the rate of interest to be allowed a public 
utility plant during its period of construction is so intimately- 
connected with that of the rate during its earlier years of active 
operation that it is desirable to call attention to the position of 
the commision on this point. This aspect of the problem is 
particularly difficult ; all the more so in that there are certain 
inevitable conflicts between the theoretical treatment and the 
practical. A careful perusal of the following statement, how- 
ever, can but serve to convince one of its essential soundness. 

Interest on the cost during the period of construction would seem to 
be one of the necessary elements that should be included in the total 
cost of the plant. ... It is an item that cannot be eliminated from any 
undertaking where money or capital is needed. The only question 
that can very well be raised regarding such interest is as to the amount 
that is actually paid out for this purpose. The amount so paid might 
be exorbitant. . . . Interest charges may have been loaded with items 
that do not belong there. . . . But the fact that interest on the capital 
used must be paid is too well settled to be questioned here. 2 . . .The 
element of interest during construction, theoretically, is the current 
rate for the use of each item of the outlays during the time which in- 
tervenes between each such outlay and the date of the completion of 
the plant up to the point of operation. ... As a practical question, 
it would seem inevitable that the actual interest cost might, in some 

1 Hill v. Antigo Water Company, iii, 623, 755, 756, 758. 
*Itnd. p. 646. 
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cases, be even greater than this, for the money might have to be pro- 
vided in advance of the installation of the integral parts of the plant. 
Land has to be provided, franchises secured, organization effected, 
bonds marketed and much expense incurred at the start. The opinion, 
however, seems to prevail that all the money should be figured as 
under interest for half the construction period. This is equivalent to 
an assumption that the expenditures involved in construction would 
follow a uniform curve from the commencement of construction to 
completion thereof to the point of operation, and that money could be 
borrowed just as needed, or, if borrowed all at the beginning, could be 
placed at interest at the rate paid for the whole amount and withdrawn 
as fast as needed in the work of construction. Such an assumption is 
no doubt warranted in cases where those who construct the plants 
possess ample means or good credit. . . . There are undoubtedly many 
plants where the interest chargeable to construction is relatively no 
greater than this [three per cent, being one-half of the current rate]. 
When the plants must be financed under less favorable conditions, the 
chances are that the interest chargeable to construction is greater than 
that just outlined. In some cases, for instance, the conditions upon 
which the money is obtained are such that interest charges on the en- 
tire cost of construction begin at the time or even before actual con- 
struction is begun. In addition to this, the bonds and other securities 
upon which the money is secured often have to be sold at discounts. 
When money is thus obtained in advance, part of the interest charges 
may, of course, be offset by re-investing the money until needed. 
But as such investments must be made for short periods only, the in- 
terest obtained thereon is usually much less than sufficient to offset the 
amount paid by the company. Plants which must be financed under 
such or similar conditions may have very heavy interest charges to 
meet for construction. . . . Such interest charges must either be paid 
or the municipality be compelled to do without the utility. The 
amount will depend largely upon commercial conditions. 1 

The treatment of these* charges by the commission may well 
be noted. The position is taken that such charges should ordi- 
narily be included in capitalization, not written off. Obviously, 
where these discounts are to be met, they should not be in- 
cluded in both investment and the rate of interest. Just where 
to place them depends upon circumstances. They may gradu- 
ally be wiped out by being charged against earnings, 

1 State Journal Printing Company v. Madison Gas etc. Company, iv, 501, 543, 544. 
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although this is not always either practicable or fair. They cannot be 
fairly charged to earnings, unless these are large enough to yield a sur- 
plus for this purpose above the operating expenses, including a fair 
return to capital and the entrepreneur. If the rates are sufficient to 
cover such discounts, then it also follows that present consumers are 
charged higher rates for the benefit of future consumers. Such plants 
are built for the future as well as for the present. The cost of these 
plants must be borne by the consumers. It is a charge that should be 
levied equally on all. . . . The most equitable practice in this respect 
would ordinarily seem to be to include all legitimate items in the total 
cost of the plant and its business, and then charge the annual interest 
upon this against all the consumers from year to year. 1 

The third of the five factors which influence the rate of in- 
terest allowed to regulated public utilities is, as noted above, the 
effect of the law itself. Passing briefly over the well-known fact 
that the rate is ordinarily lower on bonds than on stocks, inas- 
much as they are better secured and carry with them no obli- 
gations in case of a loss, 2 the commission is of the opinion that 
the effect of the public-utilities law will be ultimately to lower 
the rate of interest. In answer to certain arguments raised to 
the contrary it says : 

There is every reason to believe . . . that the operation of the Utilities 
Law will eventually result in greater stability in the investment in pub- 
lic utility enterprises, and that this will be followed by a relatively lower 
rate of interest may reasonably be expected from the nature of the 
competitive forces operating upon capital. 3 

The final factor — the relation of the utility to the community 
it serves — is of the greatest importance, and failure to recog- 
nize it has brought more than one commission into serious diffi- 
culty. The following statement is therefore of particular value : 

Securities of public utilities that are not over capitalized ought to be 
among the safest of investments. Such utilities are monopolistic in 
their nature and therefore not often exposed to all the hazards of com- 

1 Hill v. Antigo Water Company, iii,, 623, 758, 759. 

2 Ibid. p. 754. 

3 Payne v. Wisconsin Telephone Company, iv, 1, 63, 64. 
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petition. The services they render are, in most instances, necessities. 
. . . But such securities do not often sell at such prices [that is, at 
par]. For this, local conditions are often responsible. For instance, 
the relations between the plant and the community it serves may be 
strained or irritating. This relation may be as embarrassing or harm- 
ful when caused by political agitation and strife as when due to lack of 
tact or to arbitrary methods on the part of the management of the 
plant. 1 . . . The rate of interest upon the investment that should be 
allowed for public utilities is a question that largely depends upon the 
conditions by which each plant is surrounded. ... In view of these 
facts it would seem that the utilities of the kind involved here are not 
entitled to as high rates of interest as ordinary industrial and com- 
mercial enterprises that are operating under competitive conditions. - 

Let us turn for a moment from a consideration of the item of 
interest to that of profits. The Wisconsin commission recog- 
nizes that profits consist of return to the entrepreneur for risks 
assumed, for wages of management and for the other factors 
usually considered under this head. It says, however, that " the 
laws governing the rate of interest are much better understood 
than those governing profits," the latter, in fact, not being gov- 
erned by any single set of principles. Elaborating the distinc- 
tion, the commission says : 

In addition to the operating expenses, including depreciation and the 
amount actually paid as interest on the investment, there must also be 
some allowance for those who carry on the business and who assume 
all the risks and responsibilities connected therewith. This allowance- 
is usually called profits.' . . . The work of the employers may, in a 
general way, therefore be said to consist in bringing together the labor 
and capital that may be required ; ... of determining what is to be 
produced as well as the methods of production ; of finding the market 
and arranging for the sale of the products ; they superintend and watch 
the carrying out of their plans, sometimes in a more general way only, 
but often in detail, depending upon the volume and nature of the bus- 
iness ; and in addition to this they also assume the risks that are in- 

1 Hill v. Antigo Water Company, iii, 623, 754. 

' In re Application of the North Milwaukee Light and Power Company, iv, 89, 97- 

8 Hill v. Antigo Water Company, iii, 623, 759, 760. 
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volved in their undertakings. In other words, they are the general 
directors and risk takers of their businesses. 1 

With regard to the underlying principles governing the rate 
of profits under competition, the commission says : 

What is true with respect to the varied character of the work of the 
employers is also true with respect to their compensation for this work. 
While this compensation, when considered as a whole, is called profit, 
it could undoubtedly, upon sufficient analysis, be divided up into as 
many classes as the work. To do this, however, is very difficult. 
Profits, being a surplus, are not determined by any one set of principles. 
They are the result of the many forces that affect the prices at which 
the products sell as well as the cost at which they are produced. In a 
general way, however, it can perhaps be said that profits are made up 
of the wages of management, of speculative gains from the risks which 
have to be assumed, gains which depend upon chance rather than 
foresight, and of gains due to power of bargaining, and other conditions 
of this nature, including monopoly powers.' 

Having thus stated the general theory of profits, the commis- 
sion considers separately and at some length the individual fac- 
tors entering into their determination. The discussion does not 
vary greatly from that found in many textbooks 3 ; and it is 
unnecessary to go into this part of the treatment in any detail, 
except upon one point. The exposition of the influence of risk 
as a factor in profits (commonly called " speculative gains") is 
worthy of note, not alone because of its accuracy but also be- 
cause of the large part which this factor plays in questions of 
the regulation of profits in the case of monopolies. This 
point is too often disregarded by those who seek to limit the 
profits of so-called monopolies. Particular attention should 
therefore be paid to the following statements : 

In industries where certain monopoly conditions prevail, such as pub- 
lic utilities, competitive risks are of course of much smaller importance. 
In such industries the supply is under control and there is no direct com- 

1 State Journal Printing Company v. Madison Gas etc. Company, iv, 501, 637. 

i IHd. 

* Cf. for instance, Ely, Outlines of Economics, pp. 439-457. 
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petition in the sale of their products or services. There are, of course, 
exceptions to this, but these are not frequent, nor often serious or 
permanent. . . . Water works have little or no other direct competition 
to contend against than such water supplies as may be obtained from 
wells and near-by rivers and lakes, and such competition is not often 
serious enough to materially affect conditions. This is also, in the 
main, true for gas and electric companies, although these compete 
some as between each other. When they have exclusive franchises, 
they can meet with no direct competition, and even when their 
franchises are not expressly exclusive, they are often practically so in 
effect. Both may suffer some from such substitutes as oils and acety- 
line plants, but even such competition is seldom met with as long as 
rates are held down to reasonable limits. Gas and electric current 
used for power have of course to contend against each other as well as 
against steam , but the seriousness of this is usually materially reduced 
by the fact that each, to a certain extent, has a field of its own to sup- 
ply. That is, there are certain demands for power in each case that 
are best served by one or the other of the utilities mentioned, or in 
which each has some advantage over the other. In considering every- 
thing, therefore, these utilities do not appear to be as great sufferers 
from either direct or indirect competition as is the case in most com- 
petitive undertakings. 1 

It is not to be supposed, however, that even industries par- 
taking of a monopolistic character are exempt from all risk. 
They are, in fact, subject to certain risks which are not com- 
petitive but which are in many respects quite as serious and are 
even more completely beyond the power of the manager to 
eliminate. Some of these are mentioned in the following pas- 
sage : 

But there are in public utilities, as well as in other industries, other 
than competitive risks. In the construction and operation of such 
plants many accidents may be met with and many mistakes may occur. 
While some of these might have been foreseen and prevented, others 
may be beyond human intelligence and grasp. Many examples of this 
might be mentioned. Such plants may also be injured by the diver- 
sion of the growth of the city in a different direction from that ex- 
pected when the plants are built ; by the failure of the city to grow as 

1 State Journal Printing Company v. Madison Gas etc. Company, iv, 501, 643, 644. 
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rapidly as expected or as rapidly as the plant had made preparation 
for j by the failure of the city to grow at all, as well as by decreases in 
its population and industries ; by actions of the local and other 
authorities by which unprofitable extension may be required, the rates 
reduced, or other burdens imposed, as public utilities usually have to 
furnish adequate service whether it is paying or not. ... In view of 
these and other facts, it is clear that public utilities are not entirely 
exempted from risks, and that, therefore, there is a speculative 
feature about them for which their owners are entitled to something in 
the way of speculative gains. 1 

Owing to the fact that a monopoly has control over the sup- 
ply, 3 it is true in general that profits derived from non-compet- 
itive enterprises are higher than those prevailing under compet- 
itive conditions; but there are many exceptions to this rule, 
and some public-utility plants are earning no more, and some 
even less, than competitive industries. Thus the commission 
says: 

In monopolistic industries the average profits are often greater than in 
competitive ones. . . . Regardless of these facts, there appear to be 
many enterprises of a monopolistic nature, such as public utilities, that 
are not even earning the average profits, but are actually losing money 
from year to year. That this is the case is clearly shown by their 
financial reports and records. In some instances this is due to lack of 
customers, or to the fact that the places where the utilities are located 
are too small to furnish the requisite number of customers. ... In 
other cases, again, it is due to such adjustment of the rate schedules 
that the proper extension of the business is effectively prevented. In 
still other cases it is due to the fact that the rates charged are too low 
to yield a profit. This is sometimes the case when the rates are fixed 
by the municipality. In some cases such losses are therefore due to con- 
ditions that may be removed through more efficient management and 
more equitable rate schedules, while in other instances they seem to be 
beyond remedy until the places which the utilities are serving have at- 
tained their proper growth or development. But while many public 
utilities are losing money, there are also a great many of them that are 

1 State Journal Printing Company v. Madison Gas etc. Company, iv, 501, 644, 645. 
Cf. Hill v. Antigo Water Company, Hi, 623, 760, 761. 
1 State Journal Printing Company v. Madison Gas etc. Company, iv, 501, 645, 646. 



No. 2] INTEREST AND PROFITS IN RA TE REGULA TION 253 

making good profits. . . . The present situation therefore, is, that the 
speculative and other gains vary from nothing up to sums that amount 
to several per cent on the investment. 1 

In attempting to lay down a workable rule of procedure by 
which it may determine what rates of profits (and of interest as 
well) will be in accord with the above principles, the Wisconsin 
commission follows the practice of allowing the company a rate 
which, so far as it can be ascertained, would exist under similar 
circumstances under competition. In treating of this phase of 
the subject three main points may be noted: (1) under ordi- 
nary conditions such a rate would be fair to both utility and con- 
sumer ; (2) plants so located that under reasonable competition 
no return at all would exist cannot expect to be allowed under 
regulation rates high enough to yield a profit ; (3) public in- 
terest is paramount to private interest, and conditions may exist 
where the utility may be compelled to continue in operation 
even though it do so at a loss. These three propositions will 
be treated separately. 

( 1 ) Under ordinary conditions such a rate would be fair to 
both utility and consumer. Thus it is said : 

The rate that may be considered a reasonable return for interest and 
profits on the investment undoubtedly varies with the circumstances. 
Generally speaking, however, it can perhaps be said that under normal 
conditions it consists of the ordinary rates for capital similarly invested, 
and that are sufficiently high to encourage investors to enter such 
enterprises. 2 

The position taken by the commission is more fully explained 
in the following passage : 

The amount which constitutes a reasonable return on the investment 
may also vary with both local and general conditions. In a general 
way the reasonable return may be said to be that rate of return at which 
capital and business ability can be had for development. Theoretic- 
ally it cannot be lower than this, for in that case no capital would enter 
the field. Under free competition it could not, in the long run, be 

1 State Jopmal Printing Company v. Madison Gas etc. Company, iv, 501, 646, 647 

2 Ibid. p. 626. Cf. in re Fond du Lac Water Company, v, 483, 506. 



2J4 POLITICAL SCIENCE QUARTERLY [Vol. XXVII 

higher than this figure, for if it was, the supply of capital for these 
purposes would be increased, and this increase, in turn, would tend to 
reduce the rate of profits and interest. But free competition is out of 
the question in the case of such utilities, for they are monopolistic in 
their nature. It is for this reason that in the case of such monopolies 
the term " reasonable " has been substituted for the conditions other- 
wise brought about through competition. Since competition did not 
exist, it could not regulate, hence some other regulating force had to 
be resorted to. This force is implied in regulation through absolute 
legislation, and this regulation is guided by what is reasonable under 
the circumstances. To determine what is reasonable in any given case 
is a matter of investigation and judgment. . . . The reasonable rate of 
interest and profit can, perhaps, be said to be a rate that closely ap- 
proximates the returns that are received upon capital invested on other 
undertakings where the risks involved and other conditions are similar. 1 

(2) It is in reality only a corollary of the principle above 
stated that plants so located that under reasonable competition 
no return at all would exist cannot expect to be allowed under 
regulation rates high enough to yield a profit. 

Ordinarily the rate of return or the rates for services that are reason- 
able to the utility are also reasonable to the consumers. When con- 
sumers secure these services at rates that only cover operating expenses, 
including depreciation and a fair rate of return on the investment, they 
are obtaining the service at as low a rate as under normal conditions 
they can reasonably expect. But there may be exceptions to this. 
There may be utilities which are operating under such conditions that 
no rates that can be collected from the consumers would be sufficient to 
meet the above named charges. In fact, such utilities are met with 
more frequently than might be expected. This unfortunate situation 
may be due to lack of a* sufficient number of customers, to mistakes 
in construction and excessive cost of the same, and to many other 
causes. Such utilities, in order to be paying concerns, would require 
higher rates for their services than their customers are willing to pay 
rather than forego these services, and the collection of such rates is of 
course out of the question. Utilities of which this is true cannot be 
subject to any general rules. They can be dealt with only in the light 
of the conditions which surround them. 2 

1 Menominee and Marinette Light and Traction Company, iii, 778, 793. 

' State Journal Printing Company v. Madison Gas etc. Company, iv, 501, 625. 
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(3) The third proposition laid down by the commission is 
not out of harmony with the others. The commission more- 
over finds itself in accord with the principle previously laid 
down by the United States Supreme Court * when it maintains 
that public interest is paramount to private interest, and that 
conditions may exist where the utility may be compelled to con- 
tinue in operation even when it does so at a loss. Thus the 
commission says : 

There may be conditions under which a public service corporation 
might be required to operate, even if such operation were attended by 
financial losses. Public interests are paramount to private interests. 
But the conditions when such utilities may be required to operate for 
less than paying rates are in a sense abnormal. . . . 2 

The point at which commissions created for the purpose of 
regulating public-utility enterprises have hitherto erred more 
often, perhaps, than at any other, has been in their failure 
properly to reward efficiency in management by higher returns. 
Not that such increased efficiency should be capitalized by the 
company ; for in case a period of inefficient management fol- 
lowed, the higher rate schedule, at one time justifiable, might 
cease to be so. Under competition the entrepreneur automat- 
ically secures increased profits as a result of economies in man- 
agement, added good will and so forth. In the case of an un- 
regulated monopoly, profits are due, primarily, to control over 
the supply rather than to efficiency of management, especially if 
its products or services are necessities. Under a regulated 
monopoly, however, the reward of efficiency is a more difficult 
matter. In Wisconsin provision is made for it, both by the law 
itself and by the practice of the commission. The law provides 
for the creation of a sliding scale of charges, should any utility 
choose to adopt it. 3 The commission, on the other hand, is 
loath to reduce the charges of a company if its management is 
efficient and its service good, provided of course the charges are 

1 Cf. Knoxville Water Company case, 212 U. S. 370 and elsewhere. 
* Dodgeville v. Dodgeville Electric Light and Power Company, ii, 302, 414. Cf. 
also Rib Lake Land Company v. Upham Manufacturing Company, i, 739, 754. 
"Laws of 1909, chap. 499, sec. 1797m — 17. 
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not absolutely unreasonable. Thus in the case of Payne v. THe 
Wisconsin Telephone Company, the commission used the fol- 
lowing words : 

The petition . . . alleged, in substance, that the defendant company 
had raised its schedule of charges [at its Marinette plant] several times 
in recent years ; that it had announced a further increase to date from 
August i, 1907. ... In view of all the circumstances ... we be- 
lieve it to be better public policy, in the long run, to leave the present 
prosperous condition of the Marinette exchange as well as the present 
rates undisturbed for the time being, and to watch closely the conduct 
of the business and the results of the operation of the exchange in the 
future. . . . Regarding the character of the service, it must be as- 
sumed that the company will not only maintain the present rate of 
service but . . . will improve it whenever possible. 1 

A final element which has considerable weight with the Wis- 
consin commission in the allotting of rates of interest and profits 
is the kind of utility in question. The risk involved varies 
greatly, and the interest and profits rates should in justice to the 
companies vary accordingly. Though no general rule can be 
laid down, it may be said that, on the whole, the commission 
considers water-works plants as the safest ; then follow gas and 
electric concerns ; while the telephone business is the least stable 
of all. Regarding water works, the commission says : 

Of public utilities as a whole , water works plants undoubtedly are of 
the most durable and permanent character. They have perhaps been 
confronted with the smallest problems so far as changes and improve- 
ments in production are concerned, with the possible exception of the 
filtration problem , which the Fond du Lac Company has never been 
compelled to meet. 5 ... As water works, generally speaking, are 
among the safest of undertakings when once they have reached a pay- 
ing basis, safer, in fact, than most other local utilities, the speculative 
gains therein should be comparatively low. 3 

Gas and electric plants are characterized as less safe. " Owing 
to the almost unparalleled progress in the electrical field, 

1 Payne v. Wisconsin Telephone Company, iv, 1, 3, 70. 
'In re Fond du Lac Water Company, v, 482, 507. 
'Hill v. Antigo Water Company, iii, 623, 761. 



No. 2] INTEREST AND PROFITS IN RATE REGULATION 2 $7 

there are few of the older plants now in existence that 
have not had to be rebuilt, or reequipped several times." » The 
gas companies however, assert a greater element of risk than 
the commission is always willing to allow. The companies lay- 
considerable emphasis upon such factors as the possibility of 
piping natural gas from distant points, progress in the art, the 
difficulty of recalling and placing elsewhere money invested in 
such enterprises in case the undertaking proves a losing venture, 
the impossibility of suspending the operation of the plant with- 
out excessive loss in case of emergencies, and other similar fac- 
tors. The commission, however, says : 

While the investors in gas and electric light plants are exposed to cer- 
tain hazards or risks, these risks, while greater than the risks which 
obtain for money placed, say, in trust companies and good mortgages, 
are not on the whole as great as those which obtain in ordinary com- 
petitive enterprises. 6 ... As gas and electric plants, generally speak- 
ing, may be regarded as fairly safe enterprises, especially after they 
once have reached a paying basis, safer in fact than many competi- 
tive undertakings, the speculative gains in the former should also be 
measured by a lower standard than those which prevail for the latter. 
While this is true as a general proposition, it does not apply in every 
case, nor is it always the view investors take of it. 2 

In the telephone business, finally, the commission finds that 
the risk is the greatest, that interest charges are correspondingly 
higher, and that the element of speculative gain is present to a 
larger degree. The factors chiefly determinant are clearly ana- 
lyzed in the following paragraphs : 

These variations apparently show considerable instability in the tele- 
phone business. This instability is probably due more to necessary 
changes in and external damages to the physical plant than to insta- 
bility inherent in the character of the business itself. In fact, some 
statistics have been compiled tending to show that during the recent 
crisis telephone investments fared better than most others. Many tele- 
phone companies not only held their own at a time when most other 
industrial enterprises were suffering, but actually increased both their 

1 In re La Crosse Gas and Electric Company, ii, 3, 16. 

* State Journal Printing Company v. Madison Gas etc. Company, iv, 501, 632, 647. 
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gross and net earnings. This has been attributed to a number of 
causes, one of the chief of which is said to be the substitution of the 
telephone for personal conferences and traveling salesmen, the latter 
being dispensed with, whenever possible, when severest economy must 
be practised in the business world. It would appear, therefore, that 
the telephone business may possibly be more stable than most other 
enterprises during a crisis. 

Even though the patronage and revenues of a telephone company 
remain stable and business increase in times of depression, the tele- 
phone business, in the present state of the art, nevertheless remains a 
business subject to great risks and uncertainties. It may be only a 
few years more before large parts of the existing plants will be dis- 
carded because of better service which new inventions can afford. 
There are those who believe that the manual central energy system will 
give way to the automatic, just as the magneto board was displaced by 
the common battery board. If these things should transpire, the com- 
pany will be in need of the " margin " of which the supreme court 
speaks, and the telephone users of Marinette will then be as much in- 
terested in this margin as the company. . . . Furthermore , the damage 
which storms can inflict makes the telephone business peculiarly pre- 
carious. This is well illustrated by the effects of the storm which 
visited a part of the state . . . in January, 1909. 1 

In conclusion, a word may be added as to the relation between 
municipally and privately owned plants, as viewed by the com- 
mission. In the main, the same principles hold in both cases. 
In the words of the commission : " There does not seem to be 
any valid reason why the principles applied in the case of pri- 
vate corporations should not obtain in the case of municipal 
corporations, except, perhaps, with respect to the actual rate of 
interest to be allowed on the investment." 2 The reason why 
a lower rate may be allowed to municipal corporations is thus 
stated : 

As to the rate of interest to be allowed, there is reason for making 
distinction between privately and publicly owned utilities. If the 
same rate of return were to be allowed, other things being equal, the 
consumer would hardly have any advantage in taking service from a 

1 Payne v. Wisconsin Telephone Company, iv, 1, 66, 67. 
'Dick v. Madison Water Commissioners, v, 731, 745. 
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municipal plant. But a difference in the rate of interest will give him 
all advantage, outside of other considerations. The city pays from 
three and one-half to four per cent interest on the bonds issued to 
cover the water plant. A private plant would demand at least six per 
cent or more. 1 

It might seem at first glance that where the utility is publicly 
owned the item of interest (and of taxes as well) might be elim- 
inated. Such, however, is not the case. They may appear in 
a different form, but they cannot be wholly absent. 

In estimating the cost for municipal as well as for privately owned 
plants, it would seem to be necessary to take into consideration the 
operating expenses, depreciation, taxes, and interest on the investment. 
Operating expenses, including depreciation, are always present and 
must be actually met, no matter by whom the plants are operated. 
Taxes and interest charges may, in a sense, be dispensed with for 
municipal plants. That is, neither taxes nor interest may be actually 
assessed against such plants. On the other hand, taxes and interest 
charges are present in some form in all industrial activities. Water 
works represent property that is of value and in which money has been 
invested. TLey constitute a part of the capital of the city. If such 
items as fixed charges are not considered by municipal plants in fixing 
rates for private consumers, it would seem that these consumers would 
be favored as against the tax-payers. There does not on the whole 
appear to be any equitable ground upon which such charges can be 
entirely eliminated in any industry or in connection with the services 
of any public utility.* 

Such in brief is the position of the Wisconsin commission 
on the question of profits and interest. It has been given 
largely in the words of the commission itself, for a better state- 
ment, and a fairer, could scarcely be made. Details have been 
eliminated or abbreviated, and comment is reserved for a future 
occasion. The opinions above set forth are of interest, not 
alone because of the advanced position which they represent, 
but because they illustrate the practical application of an eco- 
nomic theory to the problems of the business world. 

Howard T. Lewis. 

Madison, Wisconsin. 

1 Dick v. Madison Water Commissioners, v, 731, 745. 

* In re Application of Madison City Water Works, iii, 299, 320. 



